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SOME ECONOMIC ISSUES OF SECTION 102 
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Dun & Bradstreet, Inc. 


B he. Bureau of Internal Revenue sometimes has the queer- 
est jobs to do. First the Congress decides to enact highly 
progressive personal income taxes. This over-activates the 
glands that make taxpayers dislike paying taxes, and causes 
them to seek ways to escape the burden. One possible avenue, 
particularly in the case of closely held and medium-sized 
corporations, is to allow earnings to accumulate in the 
corporate till. The Congress is incensed by this flouting of 
its will, and imposes (under Section 102 of the Revenue 
Code) a penalty tax on corporations that aid and abet their 
wayward stockholders by accumulating surpluses beyond the 
needs of the business. The rate of tax is 271/, per cent of 
the first $100,000 of undistributed net income as defined, 
and 381/, per cent on any sum in excess of $100,000. 


Historically, the number of penalties that have been im- 
posed has not been very large, while the number of pro- 
tests carried to court has been even smaller. However, a 
little emphasis on this section can cause considerable emo- 
tional disturbance. The makings of such a disturbance were 
supplied, in the opinion of some observers, by the Bureau's 
recent action in requesting corporate taxpayers to state on 
their tax returns whether or not they had distributed 70 
per cent of their 1946 earnings, and if not, why not. The 
offense attacked by Section 102 is an attempt to avoid 
surtaxes, the method attacked is corporate accumulation. 
Prevention of the latter is not in itself an object under the 
law. Large corporations with widely distributed shares are 
seldom challenged. So-called “close corporations” are the 
most vulnerable. 


Undoubtedly the Bureau wants fo use “102” only to 
prevent tax avoidance. The questions that arise are con- 
cerned not with the Bureau’s sincerity but with such 
enigmas as whether any method available to it can escape 
having more general economic effects than any one desires, 
and climatically whether the tax system that requires such 





a provision is not shown to be faulty in ways that call for 
more basic correction. 

It is the economic consequences of the law that invite 
purposeful discussion. 


When Is A Surplus Adequate? 


A heavy accumulation of earnings currently sets up a 
presumption of intention to avoid personal taxes. What is 
an accumulation, how much is heavy, why are present sur- 
pluses regarded so sourly, and what economic standards of 
judgment are there to compare with those of the law? 

The Statistical Background 

The Treasury permitted surpluses to be built up during 
the war because of the extraordinary known and unknown 
contingencies with which business was faced. It was in 
truth a handsome job of building and post-war losses have 
not yet shown up to cloud its beauty. Changes of a sus- 
picion-arousing type have been both gross and internal. 


From 1940 to 1944 surpluses rose by over $21 billion, 
and when later data are available they RE extend 


this trend. (The U. S. Department of Co ei if: 
cently set corporate undivided profits fo iG: 6.9 
billion.) od ll 

In terms of balance sheet composition current assets 
were benefiting principally. Business was becoming increas- 
ingly more liquid. Corporate holdings of liquid assets rose 
from $13.0 billion in December 1939 to a peak of $47.4 
billion in June 1945, receding thereafter to $46.1 billion in 
December 1945 and $43.3 in June 1946. 

A revenue agent’s nostrils quiver at figures like these. 
Great size, and then suspicious composition. Nevertheless, 
they continued to rise. Reconversion allowances (Tax Ad- 
justment Act of 1945), compensation for inventory losses 
(Contract Settlement Act), accelerated amortization, tax 
carry-backs, the 10 per cent excess profit tax refund, cor- 
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porate tax reductions, elimination of the excess profits tax, 
all in a period that for most corporations was one of con- 
tinuing high sales and profits, helped to swell the coffers. 

The Bureau itself caught a bit of the giving spirit, and 
began in 1945 to allow liberal current expensing of costs 
normally capitalized as long as they went toward returning 
the taxpayer's plant to a pre-war production basis (although 
the practical effect may not have been substantial). Of 
course, there were expenditure offsets on many of these 
accounts. The imminence of extraordinary expenditures and 
of losses was frequently the reason for the government 
grants. But the over-all net results were good, dividend 
policies remained inexplicably conservative, perhaps as 
much as $30 billion may have been added to surplus since 
1941, and the conviction of some officials that “they have 
‘built up lush reserves and still want to add more” is 
understandable. 

Many of the corporations do not see it that way. Their 
grievance is that the Bureau, principally because of the 
necessity of doing something to discharge its obligation to 
“102”, is applying old rules to new times. They do not 
themselves know what their new capital requirements will 
be, they do not know how soon or fast they can expand, 
they do not know what their capital costs will be and fear 
that they will be high, and they resent the implications of 
broad figures when both problems and practices vary so 
widely from industry to industry and among individual 
concerns. It is on small and intermediate corporations that 
the burden of Section 102 principally falls and it is pre- 
cisely these concerns that are most dependent on their own 
resources for self-preservation and growth. Finally, the 
abuses that ‘102’ seeks to correct are just as much. the 
fault of the tax system as they are of the corporations, and 
if the government would put its own house in order most 
of its present grievances about corporate dividend practices 
would resolve themselves. Thus run the arguments ead they 
must be examined. 

Uncertainty of Forward Capital Requirements 

Both the Congress and the Bureau were ready to bind up 
the financial wounds of corporations injured in war or 
reconversion. Now these particular hazards have passed, 
and in their stead large surpluses loom. Not unreasonably 
the Bureau feels entitled to inquire into the purpose of 
all this unusual money. The question troubling many 
economists is whether there are no new uncertainties de- 
serving a tender bureaucratic touch. Few would regard the 
world as at rest. War uncertainties gave way to reconversion 
uncertainties, reconversion uncertainties will give way to 
what? Some economic sooth-sayers are gloomy, others fore- 
see a golden age of industrial expansion. Heavy reserves 
would conceivably be needed to cops with either depression 
or boom. If there is even a reasonable prospect of big things 
ahead, is not the burden of economic proof thrown back 
on the Bureau whatever its prerogatives under the law? 
It voluntarily made allowances for economic uncertainties 
during the war, it can do so now if it wishes. 

There is no lack of authorities who believe that an ex- 


traordinary period of expansion lies ahead and that present 
capital reserves will be strained to finance it. They point to 
the severe shortage of housing and office space, to long 
deferred plant maintenance, to our present dependence on 
a pre-war plant (only spottily augmented by war construc- 
tion) geared to a rate of national activity from a third to 
half lower than the rate now in prospect; to a world hungry 
for both capital and consumer goods that for a time only 
America can satisfy, to the priming properties of war 
arrearages in the twenties, to the possibility (in connection 
with pleas for tax reductions designed to increase the supply 
of investment rather than consumption funds) that the 
shortage of venture capital may eventually be one of the 
principal bottlenecks in sustaining high employment, and 
finally to the fact that these and other pressures upon 
supply in the constructional trades and equipment in- 
dustries portend prices much above pre-war levels. On this 
basis they argue both that the reserves of many corporations 
are by no means as high as they sound and that they are 
only as high as they are because they cannot yet be wisely 
spent. They dismiss almost impatiently the vaunted liquidity 
of American business in the face of probable needs, citing 
an already realized increase of over $3 billion in borrowings 
since V-J Day that has carried the total to 50 per cent 
over pre-war levels. In 1946 alone, bank loans for com- 
mercial, industrial and agricultural purposes jumped by 
over 40 per cent to $10.3 billion. 

Some general support for this position may be found 
in many current forecasts, made without thought of the 
“102” issue, which count on expenditures of as much as 
$20 billion for plant and equipment in the forthcoming 
year. Most of this would be spent by corporations out of 
surpluses, current and future retentions, depreciation and 
other reserves, depending of course on the ear-marking of 
these liquid assets at the time of need. Thus there might 
be a considerable draft on the “unconscionable” $30 billion 
accumulation of the past five years over the next two or 
three years, and without any allowance for the very serious 
consideration that its distribution would not be well syn- 
chronized with needs. Those who are aware of the relation- 
ship of their analyses to the ‘‘excess liquidity” issue would 
probably indicate, too, that neither has the ratio of cash to 
sales risen nor the turnover of other assets declined in the 
period of accumulation. The inference is that the new 
resources are frequently needed even now to support current 
levels of business, and that in many cases working capital 
and cash positions have been none too strong. Admittedly, 
these data over-reach Section 102, but it seems improbable 
that the position of small and medium-sized corporations 
was sufficiently different from the average to warrant quite 
different conclusions. 

We are dealing here with the mysteries of the future, 
and therefore with a mere state of mind insofar as business 
planning is concerned. States of mind can also be gloomy, 
and similarly call for conservation. For executives who 
chronically take a dark view of life, there is no lack of 
expert confirmation. Some economists look upon almost 
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suddenly and substantially (in the fall of 1946, for ex- 
ample) under the joint impact of declining values and a 
jam of new issues. Finally, it is never to be forgotten in this 
discussion that small and middle-sized corporations stand 
the nearest to its center. Open markets are not their dish. 


The Issue of Immediacy of Need for Funds 

It must be made perfectly clear that the Bureau would 
honor many of the purposes of accumulation set forth 
above. But it wants immediate action or signs of it, and 
because of the nature of the times many corporations are 
not ready to act. It is understandable that an Internal 
Revenue agent would like to see actual commitments for 
expansion or replacement. Surely, if the taxpayer means 
business, at least preliminary plans should have been drawn. 
There should be more than just a general idea that it might 
be desirable to build cr restore. And yet it would obviously 
be too much to expect corroborative evidence in every case. 
In the confusion attending emergence from a great war, 
many executives who know that they will have to build or 
make extensive repairs within the reasonably near future will 
see good reasons to hold off for some time. 

The reasons for this hesitation are not obscure. During 
1946, and especially in the last half of that year, OPA 
ceilings on non-residential construction were without doubt 
responsible for large-scale shelving of expansion or renova- 
tion projects. Moreover, even approval did not clear the 
way for action. Shortages of many building materials and 
types of equipment are still acute. Some companies may not 
wish to start construction or renovation when their execu- 
tives know that they are likely to be held up time and again 
by non-appearance of critical supplies. Costs can be driven 
to exorbitantly high levels by continuous delay. In many 
areas an adequate supply of labor cannot yet be counted 
on, and to avoid even greater loss premiums may often 
have to be paid that will never be reflected in official indexes 
of wage rates. In the over-all sense there is at the present 
time no dearth of capital, but there can still be spells of 
uneasiness in the stock and money markets that will prevent 
finance officers, particularly of small companies, from arrang- 
ing the kind and amount of financing that they prefer. Such 
difficulties are not imaginary. These few references are 
merely illustrative of exigencies carrying over from the war 
and that may not be cleared away for some time. It is 
tempting, and perhaps not too imaginative, to visualize 
men sitting everywhere waiting for the right moment to act. 
That moment may come shortly, or circumstances may not 
fall into exactly the right combination for several years. 

It is, therefore, not difficult to challenge ‘‘imminence of 
action” as a fair test of reasonable accumulation. As a 
matter of fact the scorecard of some investors may run 
exactly opposite to that of the Bureau’s. They may mark 
down their judgments of a corporation’s management that 
is so reckless as to expand at present high costs and amid 
present uncertainties. It will inspire greater confidence if it 
waits. It comes as no surprise that, according to a recent 
survey of the Conference Board, some building programs are 
being deferred or reduced because of rising costs, labor 





problems, and uncertainty as to the general business outloox. 
Drawing the line between prudence and hoarding is indeed 
one of the Bureau's headaches. At least, they have to take 
the position that mere words will not do, although crowded 
ottice or factory quarters might qualify as evidence. The 
law must be administered, and there is little to criticize 
about the delicacy and even embarrassment of the B-:reau’s 
approach to its task. 

The Bureau also has a good technical answer to this point, 
an answer perhaps insutticiently stressed in many of the 
arguments provoked by its famous “question.” Its routine 
methods of analysis automatically give a corporation a good 
deal of time in which to prove the sincerity of its intentions. 
A return for 1946, for example, is not filed until 1947. 
That return may not come up for examination until late 
1947 or the middle of 1948. Already the subject corpora- 
tion will have had nearly two years in which to act. In the 
end the Bureau might even permit the business that has 
overstated its case to make amends in the form of a 1948 
distribution covering earnings of the previous two years 
as well as the current year. This escape assumes, of course, 
that the Bureau had accepted the officers’ original assurance 
that they were planning to expand. 


The Issue of Insurance Against Rising Monetary Costs 

What tolerance would the Bureau allow for precautions 
taken against violent uprisings in operating costs, such 
as of raw materials and labor, and in rnaintenance and costs, 
and in costs of new plant and equipment? As a matter of 
sound business practice, should not higher reserves be 
accumulated against such contingencies? No one doubts 
that even after whatever settling process is to ensue, price, 
wage, cost and profit levels will be found at new levels and 
probably in new relationships as compared with pre-war 
experience. By December 1946, average hourly earnings in 
manufacturing industries were up 80.9 per cent, over 1939, 
gross weekly earnings up 96.3 per cent, wholesale prices 
up 82.8 per cent, and those for building materials separately, 
74.4 per cent. The new strength of the unions, the probably 
successful drive of organized agriculture for better than pre- 
war support levels, slowly receding shortages at home and 
abroad, the huge government debt and the tempting ad- 
vantages in allowing its real value to suffer a moderate 
decline, the possibility of higher direct taxes and the partial 
reflection in prices of higher corporate income taxes, are 
among the many factors that will tend to hold up the money 
values of goods and services substantially above pre-war 
levels. 

This outlook has to be differently evaluated with respect 
to different kinds of costs. Present corporate surpluses, liquid 
in particular, are ample even in relation to current labor, 
material and inventory costs. To the extent that the latter 
decline at all—and some decline is expected—the “‘real” 
value of liquid reserves will be higher still. Only against 
a further increase would the present abundant margin of 
security enjoyed by corporations in the mass be lessened. 
In the near term, however, a further increase in wage costs 
seems to be likely, and these will resist later reduction. 
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any tun Of prosperity as equivalent to living on borrowed 
tame. They teei particularly secure in their melancholy in a 
period such as the present. Atter practically all wars, have 
there not been sharp depressions‘ Is not the consistency 
of that record more tully to be trusted than excitment over 
a few spectacularly favorable teatures in an economy that 
is complex beyond comprehension? At any rate, a few well 
known seers are proclaiming disaster and finding reasons for 
it that the laymen cannot set quantitatively against the 
different reasoning of the optimists. And if a depression 
it is to be, bingo go the prospects of calling on the money 
market for funds that may be badly needed. The moral 
is clear. Safety comes first, and by what right should the 
Treasury imperil it? It is the business life of the taxpayer 
that is at stake, not that of a government inured to living 
on deficits. 

Such general considerations, however, cannot be coercive. 
The Treasury recognizes and is prepared to assign some 
weight thereto. But their final insinuation is that the 
Treasury should not for years and years pay much attention 
to Section 102, a course which would be hard to explain 
to Congress. Obviously the whole problem is one of 
degree, and in its search for a sound position the Bureau 
of Internal Revenue might well set the following considera- 
tions against those urged above. 

First of all, dreams of America’s future are a little melo- 
dramatic for the rather commonplace situations with which 
the Bureau has to deal. The facts are often quite clear. A 
corporation has piled up more funds than it has any plans 
to use and its principal stockholders are in the high income 
brackets. Almost anyone would suspect an intent to avoid, 
and his suspicion would not be lessened by the occasional 
legalistic contortions of the principals, as in loans by a 
flourishing corporation to its flourishing owners. The record 
suggests that the principal effect of some of the resorts has 
been merely to make the corporation more conspicuous, like 
a comedian trying to pose as a pretzel in a circle of interested 
policemen. This, however, merely carries us to the other 
extreme. The in-between cases are the hard ones and 
probably the more numerous—careful executives who want 
to bide their time before plunging into new ventures, or 
for that matter the normal majority which is not sure which 
way things are going to turn. 

Nor is the Bureau completely crushed by challenges as 
to who would make the best use of all this money—the 
corporations, stock-holders, or the Government? The Bureau 
really doesn’t know. It merely wants to know whether the 
corporation has any definite business use in mind for it, and 
on what evidence. Otherwise Section 102 takes the matter 
out of their hands. After all, past records are not worthless. 
Standards of reasonableness as to the amount of reserves 
needed in various industries have been established by un- 
coerced business practice over the years. The presumption 
is that in accepting them the Bureau’s economic errors are 
not likely to be too numerous or serious, and that sudden 
deviations may very well signify efforts to avoid surtaxes. 
An opponent may pause only because he is dealing over 


the next few years not with timeless standards but with 
the unknown, with the extraordinary uncertainties of what 
may be a new economic era. The past may very well be 
misleading. During the war, almost all business was reacting 
to very special circumstances, and before the war both 
profits and prospects were humdrum. Not at all irrelevantly, 
why are current dividend policies so conservative? In the 
mass, the motive could not be to avoid taxes. 

The Bureau could have another answer. Suppose general 
prospects are good. Is it essential to their exploitation that 
the function of amassing the necessary capital be turned 
over largely to the corporations, and in a manner coinciding 
beautifully with tax avoidance? Traditionally, the judgment 
of the market has been given a good part of the responsi- 
bility for distributing the nation’s resources over competing 
needs. Natural persons also have money and like to invest 
it, while even fiduciaries have been a fairly prolific source 
of some kinds of venture capital. In good times new stock 
issues contributed substantially to the financing of corporate 
expansion. In the period 1923-29, for example, they totalled 
$14.5 billion as against $15.3 billion of income retained 
by all corporations. Both figures were low to negligible 
during the five worst years of the following depression, new 
issues approximating $2.0 as against over-all losses of 
$25.6 billion. The new capital issues, of course, went in 
part toward retrieving losses. Income retained by all cor- 
portations during the 19 years prior to the war rang up a 
minus $12.3 billion it: contrast with new issues totalling 
$17.9 billion. 

But there is more to this question than new investment. 
Recipients might choose to spend their dividends, and thus 
indirectly contribute to the growth of corporations other 
than their own. Many econoruists would prefer to see the 
country grow around spendi:.y springs rather than around 
reservoirs. The aggregate influence on spending and in- 
vestment could be of some consequence. In 1940, for ex- 
ample, dividends totalled nearly $6 billion. Furthermore, 
there is a tendency toward wider diffusion of dividends. 
Finally, strong stagnationists would under most circum- 
stances regard it as helpful to the establishment of a higher 
rate of total spending to divert business earnings from 
corporations to stockholders. 

Both the corporations and some economists would offer 
rebuttal. Opportunity costs, i.e., the relative appeal of ex- 
pansion programs over alternative uses of available funds, 
may suggest delay. Money costs would in many instances be 
unduly increased by reliance on open markets. In particular, 
why pay unnecessary interest charges on expansion regarded 
as at least probable within the next few years? A court once 
said that corpoartions should not be forced by Section 102 
into unnecessary borrowing, and after a great world con- 
vulsion, as later discussed, necessity is not to be neatly 
bracketed as short-range and long-range. The question is 
asked again: Why have not only war but post-war dividend 
policies been so conservative over-all and even with nu- 
merous concerns having little to fear from Section 102? 
Furthermore, open markets are uncertain. They weakened 
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Rising productivity and declining material costs will tend to 
compensate for their rigidity but that new relationships 
will have to be found is certain. Demand may balk at a 
further advance in prices and in the event of declines 
several billion dollars worth of inventory losses may have 
to be taken. No doubt many corporations have planned 
their reserves in the light of these possibilities. 


Fixed costs are another matter. It has been estimated 
that the value of America’s physical plant is now from 40 
per cent to 50 per cent higher than pre-war, while de- 
preciation and obsolescence is still taken on original costs. 
The Bureau once allowed a stepped-up rate of depreciation 
to compensate for more intensive use of plant and equipment 
such as occurred during the war. Eventually, however, this 
relief came to be given hesitantly or refused in many cases 
because the physical life left in the equipment was still 
greater than the rate of write-off had anticipated—particu- 
larly if a liberal allowance for obsolescence had also been 
made. Disregarding for the moment the modern argument 
that high depreciation rates may not be to the long run 
disadvantage of tax revenues, the Bureau’s position can be 
understood. In case of sharp obsolescence, because of war 
improvements, for example, the old fashioned plant would 
have to be abandoned prematurely. The Bureau’s attitude 
would be “‘wait and see’, and in the great majority of past 
cases it feels that it has been justified. However, the present 
question is not one of a new rate of physical deterioration. 
It is one of substantially higher replacement costs for equip- 
ment and plant that is now undervalued. In this view, un- 
distributed profits are not simply additions to surplus. They 
are in part a bookkeeping adjustment for inadequate de- 
preciation reserves. 

There is a small foretaste of this problem in one of the 
Bureau’s own statements of policy, but it occurred long ago 
and was probably never made with any such situation as the 
present in mind. A press release dated September 17, 1934 
promised that the Bureau would consider ‘‘any contingencies 
against which reserves ought to be set up’ and the legitimacy 
of surpluses designed to “‘offset a fluctuation in wage scale’. 
It is to be doubted, however, if the Bureau would regard 
this kind of tolerance as appropriate to the problems just 
discussed. In fact, it is not difficult to imagine the Bureau’s 
answer. It could say that such upswings in cost, if they 
occur, are for the next decade of customers to absorb. If a 
corporation incurs new operating costs and higher invest- 
ment costs against which to take depreciation and amortiza- 
tion, there will presumably be new prices—provided they 
do not break the market. 
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Corporation executives will probably not be satisfied with 
that answer. They recognize that costs and prices have 
fluctuated in the past, and that it would be somewhat far- 
fetched to expect reserves to swing in harmony. Even so, 

ey might argue, the 70 per cent suggestion of the Treasury 
will have all the earmarks of a fixed idea to nervous cor- 
porations and those lacking much contact with Washington, 
whereas in fact dividend policies have been quite sensitive 
to changing situations over the years. “Reasonableness’’ 
notwithstanding, business today has a healthy apprehension 
about what is going to happen. Did not disbursements (in- 
cluding taxes and dividends) exceed receipts by some $30 
billion in the thirties? And do not unstable industries and 
concerns suffer even more acutely from their subjection in 
good years to undifferentiated tax rates? Not always for 
‘reasons’, but to be safe in a period of general re-evaluation 
of all factors of production, they want reserves. Certainly 
among those reasons that they identify would be included 
the violent commotion in current costs to which they have 
to find some kind of adjustment. Perhaps next year’s cus- 
tomers will pay for these, but next year’s customers have 
already taken quite a rise in prices, and many executives 
are sitting outside of themselves today wondering when 
the break will come. Jn fact an immediate and voluntary 
paring of prices below those that the still nominal state of 
competition will tolerate in many lines is being urged both 
by economists and by many business men. Admitting the 
feasibility of such cuts as an instant corrective, the evolution 
of a wholly new scale st relationships among costs, prices 
and profits is stili a much bigger matter. 

As a final word, and quite apart from the question of 
hazards, it might be expected that the Bureau will allow 
higher reserves to match changes in the value of the 
dollar. That would merely be a matter of calculating suit- 
ability of reserves in relation to other dollar items in the 
balance sheet. All that that would prove, however, would 
be that more dollars will be allowed in surplus than before 
the war, leaving still open the question of what ratios are to 
be considered proper and what special allowance, if any, 
should be made for the hazards of transition. 

Conclusion 

There are grounds for suspecting that Section 102 is not 
much shucks of a tax. It is necessary, but even so may be 
useful principally ir illustrating the life of a patch in a 
jerry-built tax system. The Congress set out reasonably 
enough to stop the avoidance of surtaxes. Its method of 
doing so turned into an economic judgment on the best 
disposal of corporate surpluses. 
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